Abstract-This paper examines the interaction of real exchange rates and currenct account movmements in open economices subject to monopolistic competition with sticky pricesetting behavior and distoriontary taxes. We find that the correlations between fiscal balances and the current account depend on the elasticity of net exports with respect to the real exchange rate. Under highly elastic export demand, the welfare effects may be greater or lower than under export demand with a low elasticity.
I. INTRODUCTION
This paper examines the real exchange rate and current account dynamics in an open economy subject to the distortions of monopolistic competition, sticky price setting behavior, and income taxes, with recurring productivity shocks. We find that it matters if exports are sensitive to real exchange rate changes. In particular, the fiscal and current accounts are "twins", or positively correlated, only when export demand is highly elastic with respect to the this variable. Otherwise, the fiscal and current account balances are negatively correlated in the presence of continuing productivity shocks. In the latter case, trade deficits simply reflect the response of foreign capital to changes in domestic productivity, while fiscal balances increase with the higher tax revenue generated by rising labor income.
The relationship between these two deficits is of more than academic interest. For example, Bradford De Long (2004) notes that "we have a large trade deficit now-and did not back in 1997, because the federal budget deficit is much larger now than it was then." By contrast, former Undersecretary of the Treasury John Taylor (2004) argues that the trade deficit simply reflects the growth of productivity in the United States, leading to capital formation growing faster than U.S. saving. The question comes down to how much fiscal adjustment is in order, when trade deficits start to grow.
Our finding, that correlations of fiscal and current account balances crucially depend on the sensitivity of export demand with respect to the real exchange rate, is consistent with recent work of Bussiere, Fratzscher, and Muller (2005) . These authors could not detect any robust empirical link between government deficits and the current account, in time series studies of serveral European countries.
Given that the structure of exports markets are beyond the policy scope of a small or medium size country, and that these markets are in a process of change, it should not be surpising that the link between fiscal and current account deficits change through time as well.
Erceg, Guerrieri and Gust (2004) (1) (2) where : is the discount factor, Ct is an index of consumption goods, Lt is labour services, oa is the coefficient of relative risk aversion and w is the elasticity of marginal disutility with respect to labour supply.
The household is assumed to consume only domestically produced goods and to aggregate the bundle of differentiated goods j using a Dixit-Stiglitz aggregator:
where j denotes the domestic goods and the elasticity of substitution is given by d > 1. Standard cost-minimization yields demand fimctions: where Ptj is the price of-each differentiated good and Pt, the level (for a given export demand), the greater the dispersion aggregate price level is given by the greater the demand for labor and intermediate goods: 
We assume that the domestic price level for each of the differentiated goods, Pj,t is a weighted average of a backwardlooking price, PJl with imperfect indexation, and a forwardlooking component and P? with respective weights of ( and (1-0), with ( representing the fraction of goods prices which are expected to remain unchanged; alternatively that a fraction (1 -0) of firms are forward-looking. For simplicity, the likelihood that any price will be changed in a given period is (1-s) and it is independent of the length oftime since the price was set and the level of the current price. As Woodford (2003, p. 177) notes, while these assumptions are unrealistic, they drastically simplify equilibrium inflation dynamics as well as reduce the state-space required to solve for the dynamics. The aggregate price index is given by the following Dixit-Stiglitz aggregator:
P= [e (Pt-1) + (1 1) (Pd 1Td (9) Note that the lagged aggregate price Pt-in equation 9 replaces Pj,t-1, which appears in equation ?? Equation (9) may also be expressed in the following way:
where p* is the relative price (P?t/Pt), and rt 
E. Closure Conditions and Foreign Debt
As Schmidt-Grohe and Uribe (2003) note, without any further modification, the random walk property of this type of models implies an infinite unconditional variance for variables such as F and C. To induce stationarity in these variables, several options are available: endogenous discounting, adjustment costs for the accumulation of foreign debt, or the specification of debt-elastic risk premia. Schmidt-Grohe and Uribe find that all of the options deliver "virtually identical" results at business-cycle frequencies.
In this paper we induce stationarity by introducing an asset-elastic interest rate, that is we augment the interest on international asset R* with a risk premium term J~t which has the following symmetric functional form:
income at each period t: Collard and Julliard (2001a, 2001b) and Schmidt-Grohe and Uribe (2004a)]. There methods make use of the method of Blanchard and Khan (1985) for rational expectations models with forward and backward-looking variables. As such, they are local solutions while we use a global search method.
The network specification implies the following functional forms for the decision rules for J = C, E, VN, and VD:
Ni', =1 ,c(*)+0 B Nlt = 11 (t)+ 12 IV. IMPULSE RESPONSE ANALYSIS To make sure that the calibrated model is stable, and makes sense economically, it is useful to do impulse response analysis. In this case, we set the shock to the log of the productivity coefficient, vt, at .05, for period 1, and zero thereafter: log(vt) = p * log(vt_i) +et et = .05, t = 1 Ct = 0,t>1
A. Response with High Export Elasticity Figure lpictures the paths of consumption, the real exchange rate, the trade and fiscal balances, the interest rate and the real wages, for a 10 percent productivity shock, under the assumption of relatively high elasticity of exports with respect to the real exchange rate. We see results which are familiar to readers of previous chapters. A temporary increase in the productivity increase leads to temporary increases in consumption, the real exchange rate and real wages, a fall in the interest rate and a rise in the fiscal balance.
We now see that the trade balance also rises. With a relatively strong real exchange rate elasticity, exports rise more than the imports (due to the rising output), so that the current dnd fiscal accounts are now positively correlated.
)J V. STOCHASTIC SIMULATIONS
This section takes up the accuracy measures of the model, the correlations among key macroeconomic variables, and the welfare consequences of having exports with a relatively high or relatively low price elasticity. How do the correlations between key macroeconomic variables change with the value of the export price elasticity? Figure 3 pictures the fiscal/trade balance, the real exchange rate/trade balance, the interest rate/real exchange rate, and the interest rate/fiscal balance correlations under the assumption of a relatively high export price elasticity. We see in the lower two quadrants that the correlations are negative: a high interest rate is will likely lead to a real exchange appreciations and a fiscal surplus will lead to lower interest rates. The upper two quadrants show relatively high positive correlations. Given the high export price elasticity, a real exchange rate depreciation leads to a higher trade balance. The fiscal and trade balances are now positively correlated. Given that positive fiscal balances lower interest rates, which in turn lead to a real depreciation, a fiscal surplus goes hand in hand with a trade or current-account surplus.
C. Welfare Comparisons
When all is said and done, it is better to have exports which have a high or a low price elasticity in foreign markets? In this simple setting, we assume that the export growth or volatility does not feed back into any productivity change for the home country. We assume the same structure of underlying productivity shocks driving the model, whether exports are fixed or variable. This is a drawback, of course, since exporting does generate learning effects which improve domestic productivity. Figure 4 pictures the welfare distributions under the assumptions of relatively high or relatively low export price elasticity. We see that the variability of the welfare distribution is higher when exports are more price elastic than less price elastic. There is opportunity for welfare gain as well as welfare loss if the exports become more price elastic, due to structural change in foreign or domestic markets. Figure 5 pictures the implied consumption compensation between the welfare distributions given in Figure 4 . The value are computed with equation (??). We see that the differences amount to at most .3% of a unit of consumption in the reference regime of low export price elasticity. Thus the potential gains or losses are not very large if the structure of the export market changes from a relatively low to a relatively high price elasticity.
VI. CONCLUSION The simulations in this chapter brought up a number of interesting issues, worthy of further exploration. First we see that fiscal and current account deficits may or may not be twins. If there is strong productivity growth and low exportprice sensitivity, the current account deficit will likely increase, while the fiscal deficit will shrink. With a high export price elasticity, however, the current account deficit will shrink in tandem with the fiscal deficit as the exchange rate depreciates. 
